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Abstract 


The fast growth of Islamic Finance has simultaneously exposed 
weaknesses in the system as being applied. The products have evolved as 
replication of the conventional products without any linkage with maqasid 
al shari‘ah. Conformation of many products to the tenets of the Shariah is 
doubtful even in letter, of sure devoid of the spirit. The lack of a clear 
consensus on the Shariah compliant products and procedures is causing 
harm to integrity and poses a great challenge for the emerging Islamic 
financial system. There are concerns on shari‘ah advisory, compliance 
and the regulatory systems as applied at national and the global levels. 
The countries like Malaysia and Pakistan and a few professionals from 
UK and UAE have lately taken some initiatives to introduce reforms in the 
related area, yet a lot more needs to be done to strengthen the underlying 
value system and the aspect of shari‘ah compliance - the focal determinant 
for sustainable development of Islamic financial system. This paper 
suggests structural reforms for strengthening the value system at the 
shart‘ah committees and regulatory levels to upkeep the integrity and 
credibility of the most respectful and crucial stakeholder of the Islamic 
finance — the Shart‘ah scholars and hence the system. Introducing a well- 
planned regulatory system and removing / managing the ‘conflict of 
interests’ in the structure of Shart‘ah supervision are the necessary steps to 
be taken with ultimate objective to achieve maqasid al shari‘ah. Further, 
enhancing the competency level of the Shari‘ah advisors and the 
committees, and their effective role in shari‘ah review and audit is needed 
to ensure Shariah compliance in letter and spirit. Establishment of 
Associations of Shariah Advisors at national levels and a Global 
Commission on Shariah Advisory at global level may help in resolving 
many related issues. The standards setting institutions, regulatory bodies 
and the shari‘ah scholars have to make joint efforts in this regard. 
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1 Introduction 


Islamic banking and finance has crossed a number of milestones over the 
period of last three decades. According to a research by Ernst & Young, 
global Islamic assets held by commercial banks that stood at $1.3bn in 
2011, are expected to rise to $1.8bn in 2013. But the challenges Islamic 
finance has to face are also severe. One major challenge is maintaining 
integrity and enhancing credibility. The coinage and increasing usage of 
terms like ‘Fatwa Shopping’ have added to the fragility of the Islamic 
finance systems and procedure as in vogue. Many people, from finance, 
Shart‘ah and the common stakeholders have been calling for closer 
scrutiny of structured products like ukk, ‘Islamic Financial Derivatives’ 
and also for procedural reforms in the Shart‘ah advisory, products 
development and application systems. Concern becomes serious when one 
knows that the products are approved and apparently monitored by the 
Shari‘ah Committees / boards or advisors. Profit motive as a directional 
concept is no doubt a valid objective of any business entities as Islamic 
Financial Institutions (IFIs) are, but it has to be subjected to the prescribed 
principles and norms. With divine law as its backbone principle, it still 
needs to make a lot of effort to reach the level its principles require for 
achieving the stated objective. As enhancing demand for riba-free 
financial products for religious reasons has been a catalyst for 
development of the Islamic finance industry, ensuring divine and ethical 
status of the emerging industry is a pre-condition for its growth on sound 
footings. 


While Shart‘ah compliance in letter and spirit can lead to realization of 
maqasid al shart’ah, IFIs are increasingly following the techniques of their 
counterparts in conventional finance. Any long term solution to the recent 
financial crises demands that the alternative discipline must not repeat the 
fallacious theories and products that may lead to the same instability and 
frictions. There must be some institutional framework to ensure that the 
institutions and the practitioners remain committed to the core principles. 
The significance of the people who certify conformity of the products of 
the IFIs with principles of Shart‘ah cannot, therefore, be over-emphasized. 


Responsibility of Shart‘ah boards, Shart‘ah supervisory committees 
(SSCs) or Shari‘ah advisors of the IFIs is to ensure Shart‘ah compliance of 
IFI’s business and to protect the rights of depositors and other 
stakeholders. Proper disclosures and transparency with regard to the 
business, transactions and financial reporting in respect of both deposits 
and the investments / financing is also a requirement for dispensation of 
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justice and equity with all stakeholders. But practically, some serious 
issues are causing harm to the credibility and integrity of the system which 
could be a great hindrance for sustainable growth of Islamic banking and 
finance in the long run. Shari‘ah boards and committees could ultimately 
be held responsible for that state of affairs because all products, contracts 
and investments are formally certified by them to be Shart‘ah compliant. 
It is crucial, therefore, to revisit the whole framework, assigning a focal 
position to the Shart‘ah personnel in development and application of the 
products, Shart‘ah reviews and controls, and to enhance their competency 
on accounting and financial matters. 


1.1 Objective of the paper 


Objective of this paper is suggesting the theoretical building blocks for 
effective Shari‘ah compliance in letter and spirit. It plans to discuss the 
issues and challenges in Shart‘ah advisory, internal controls and audit and 
the required regulatory framework to ensure effectual Shari‘ah compliance 
that is the focal determinant for sustainable growth of Islamic finance 
industry. The crucial issue to be taken in view for laying down the first 
building block is whether Islamic finance should be doing only a 
competitive business with conventional finance or it should take a leap 
forward for a paradigm shift. So the next Section 2 will discuss this issue 
and hence the need for effective Shart‘ah compliance as being raison 
d'étre of Islamic Finance. Section 3 is on the foundational and structural 
issues, framework in various jurisdiction and the issues in practices. 
Section 4 is on challenge that the Shart‘ah advisory and governance 
system is facing, while Section 5 discusses how to resolve the issues and 
face the challenges for sustainable growth of Islamic financial system. 
Last Section 6 concludes to give recommendations in the nutshell. 


Section 2: ShariI‘ah Compliance - Raison d'étre of Islamic 
Finance 


Shari‘ah compliance of the transactions and business conducted by the 
IFIs is fundamental requirement to be fulfilled in all respects. It is a value 
based pre-condition. What distinguishes Islamic finance from 
conventional one is its application of the Shari‘ah rules which comprise its 
core, aiming to protect the rights of all its stakeholders. Besides profit 
making, society as a whole is the object that Shart‘ah aims to promote and 
protect through its divine commands. It demands strict observance of the 
broader Shart‘ah governance without observance of which IFIs have no 
rational to exist, and might not be able to sustain in the long run in 
competitive environment wherein they still represent 0.5 per cent of the 
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global financial assets (Mohieldin: 2012). It needs a paradigm shift in the 
approach, policy and the procedures. Almost all studies on the subject 
have stressed the role of Shari‘ah scholars and the committees in 
development and socialization of Islamic banking and finance and 
financial markets (Rusni et.al; ISRA Paper: 18/2010). After analyzing the 
results of a survey on the role and required competency of SSCs, Rusni et 
al. concluded, “all respondents unanimously agreed that SSCs play an 
effective role, particularly in relation to the Shart‘ah compliance of the 
IFIs operations and documentation. They also collectively agreed that 
effective role is necessary to uphold the true spirit of Islamic banking and 
finance” (P.45). The SSCs are also seen as a source of reference for the 
industry as a whole in their capacities as researchers and experts in the 
field. 


2.1. Sharit‘ah compliance — what and how? 


Explicit and implicit contractual obligations of parties to the contracts and 
economic agents are significant in protecting the rights of all the 
stakeholders. IFIs are investors, traders, financial advisor, consultants and 
financing houses — the fact which reinforces the case for the objectives of 
socio-economic justice and financial inclusion (Zamir Iqbal and Mirakhor: 
2012). Each IFI is expected to be a socially responsible institution (SRI) 
with social, cultural and other responsibilities besides profit making. As 
trustee to shareholders, customers and the society, their vision has to be 
much broader than just the profit maximization. It is only then that 
Islamic finance can play a useful role in serving the humanity, as a divine 
system should do. It requires a comprehensive Shari‘ah governance 
system. Both, Accounting and Auditing Organizations for Islamic 
Financial Institutions (AAOIFI) and the Islamic Financial Services board 
(IFSB) have stressed much on ensuring good corporate governance in 
IFIs. AAOJIFI has issued specific standard on shari‘ah governance, audit 
and review. Its standard No. | on governance provides guidance on SSCs 
and their operations and also a sample Shari‘ah report to be issued by 
Shart‘ah boards / advisors (Apnizan, Abdullah; 2012). IFSB’s principle 
3.1 on Corporate Governance suggests that IFIs shall have appropriate 
mechanism for obtaining rulings from Shart‘ah scholars, applying fatawa 
and monitoring Shari‘ah compliance in all aspects of their products, 
operations and activities. Its principle 2.1 on Corporate Governance seeks 
to acknowledge investment account holders’ (IAHs) right to monitor the 
performance of their investments and the associated risks, and put into 
place adequate means to ensure that these rights are observed and 
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exercised. Principle 2.2 requires adoption of a sound investment strategy, 
appropriately aligned to the risk and return expectations of IAHs, and be 
transparent in smoothing any returns. Regulation and governance of a 
specific nature is required because the nature of the business of IFIs is 
fundamentally different from that of the conventional institutions. 


Shari‘ah Governance broadly is a process through which an IFI seeks to get a 
certificate of Shari‘ah compliance from a Shari‘ah board or a qualified Shari‘ah 
scholar on its structures and operations. The objective is to ensure that there is an 
effective and independent oversight of Shari‘ah compliance. It may be divided 
into ex-ante objectives like issuance of Shari ‘ah resolutions & dissemination; and 
ex-post objectives including annual and periodic reviews and reporting on 
Shari‘ah performance of the financial institution on an on-going basis. It is in 
benefit of the IFIs themselves to avoid the risks like that of non-compliant 
products and processes, documentation defects resulting in loss of business and 
invalid /unrecognized income going to charity, losing the confidence of the 
customers and ultimately reputation and integrity risks. Thus Shari‘ah 
governance takes the form of a cycle comprising product development, 
application, monitoring, review, certification, revisiting (if needed), HR capacity 
building, orientation and training. SSCs have to play crucial role in all parts of 
the cycle. Capacity building of the SSC members is the cornerstone of whole 
process. Effective shart‘ah governance encompasses, inter alia, competence, 
independence and consistency. 


As indicated by Rusni, et al. [ISRA paper No, 18/2010], the accreditation 
and approving the services of Shart‘ah scholars to serve in the IFIs is a crucial 
and technical job which regulators like BNM, SBP, other central banks / 
regulatory authorities and the Shari‘ah advisory firms have to perform. It may 
require regulators’ close scrutiny of potential members of Shari‘ah committees, 
scholars’ qualification and experience in related areas and identification of proper 
modus operandi for Shari‘ah committees to discharge their responsibilities 
effectively. Competence is the most strategic factor in the above list. According 
to the ISRA study (18/2010), about 90 % of the respondents proposed that the 
Shari‘ah committees should be equipped with knowledge in economics, 
accounting, audit and law. 


2.2. The Issue of the Choice of Market 


The services of Shart‘ah scholars are needed in all types of businesses 
starting from the simple trading activities to the most recent types of direct 
and indirect financial intermediation by financial institutions. Shari‘ah 
boards have to guide in product development and finalize the model 
documents / agreements and application procedures for the modes of 
financing. Their passive role limited to approving the products or their 
procedures, and leaving their application on the banks may open the door 
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to interest in the garb of Islamic banking. Hence, an active Shari‘ah 
supervision 1s required for the following functions: 


a) 


b) 


C) 


d) 


e) 


Oversee the process of developing and introducing new products 
or modifying the existing; 


Shari‘ah related External and Internal Audit: i) Responsibility to 
interpret the rules of Shari‘ah rests with the Shari‘ah committees 
because an auditor cannot be expected to possess the same level of 
knowledge as that of the Shari‘ah committees or the Shariah 
advisors. Educating the internal auditors about these rules and 
providing them an effective check list about various details 
involved in financial statements and the explanatory notes is also 
responsibility of the Shari‘ah committee; ii). Ensuring that the 
transactions are consistent with the rulings issued; i11) Reviewing 
the findings of the internal auditors; iv) Preparing a report on 
compliance of transactions of the IFI with rules of the Shari’ah; v) 
Reviewing the report of the external auditors; and vi) Resolving 
the possible difference of opinion between the management’s view 
and that of the external auditors. 


Islamic financial markets and development of investment products, 
screening the stocks and whether the treasury operations are in line 
with the issued instructions; 


R & D and training institutions in all areas of business and finance; 
and 


For national and international institutional arrangements that 
ensure the development and implementation of standards relating 
to property rights, insolvency and creditor rights; information and 
governance infrastructure, including accounting and auditing 
framework, market monitoring standards and arrangements, 
payment and securities settlement systems and forex exchange 
operations. 


Against the intensive requirement as discussed above, experienced 
Shari‘ah scholars well aware of the modern finance have little time to 
monitor thoroughly the operations and procedures adopted by IFIs and 
they normally depend upon the reports of the internal control departments 
of the banks themselves. Presently, there are over 400 Shari‘ah scholars 
worldwide, but only around 20 prominent of them are mainly required for 
issuing certification of the innovative / structured products to be replicated 
in the market. According to Murat Unal of Funds@Work, the top 20 
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scholars hold 14 to 85 positions each, occupying a total of around 620 
board positions or 55 percent of the industry. Total available board 
positions considered by him were 1141 (at the end of July 2010). Murat 
has shown the integration/influence of top 20 scholars in IFIs separate 
from the standard setting and government backed entities, associations and 
in Shart‘ah consulting firms. Discussing the distribution of board 
memberships, he has found that on the top there are 2 scholars with 85 
board memberships in IFIs and at the bottom 11 scholars with 3 board 
memberships. There are 43 scholars with 2 and 173 scholars with only 1 
board position. Hence, a few scholars have to undertake the responsibility 
of product certification and monitoring a great number of IFI’s which has 
led to some serious concerns mainly due to the fact that the market takes it 
as precedent and basis for validity of similar contracts. Murat explains that 
visibility and credibility of top level Shart‘ah scholars gained through big 
institutions impact their boards in IFIs and vice versa. “Here of course the 
question arises whether the scholars in IFI (the governed) should be the 
same as the ones in more regulatory functions (the governors)”, he 
observes. (Murat, 2011) 


It seems that the issue is not of the dearth of Shart‘ah scholars per se, 
but that of the choice of market and the institutions, particularly the big 
conventional groups doing investment banking and _ performing 
underwriting / advisory services for IFIs. In Malaysia alone, over 160 
Shari‘ah scholars were serving various supervisory committees and banks 
in the beginning of 2013 and the BNM and the ISRA had close working 
relationship with them. Same may be the case in Middle East. Even then, 
it may be essential to limit multiple memberships on account of demand in 
the market for specific scholars, and also the length of scholars’ tenure at 
individual firms to prevent them from forming excessively close 
relationships with their employers that might compromise _ their 
objectivity. AAOJFI’s standard on Shart‘ah governance acknowledges that 
the Shart‘ah scholar’s “engagement over a prolonged period of time may 
pose a threat to independence”. Among other benefits, it could help in 
developing the overall Shari‘ah advisory capacity in the industry. 


It is, however, an issue that eminent and prestigious scholars who are 
mostly pre-occupied in many other types of jobs are intentionally engaged 
and persuaded to be in hurry and lenient in approval, review and 
certification. To take some of their limited time, institutions offer them 
hefty payments. The financial experts get rulings through eye-catching 
presentations, but hiding the strategic financial feature, thus causing harm 
to the emerging system as also to the scholars who might be able to see 
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just the introduction and the final approval /authorization page of the 
document. 


Dr. M. Akram Laldin of ISRA made the following observation on the 
much publicized paper by Murat Unal, “... we are not in shortage of 
Shariah advisors in the market. We do have competent people but not 
many are given the chance to serve on Shariah boards as some market 
players prefer to have certain scholars on their board. As a result you can 


find that some scholars sit on many boards”. 


2.3 The Issue of conflict of interest 


The conflict of interests in Shari‘ah supervisory function could be in the 
form of i) roles, ii) payments of fees and perks as employees, iii) 
simultaneous and multiple positions, and iv) the time required for multiple 
positions. Role conflicts are conflicts that arise when the witness, jury and 
judge are one and the same. According to Murat (2011), it is not 
uncommon to find the regulator and the regulated to be of the same 
persons. Similarly in many cases, IFIs engage professional / advisory 
firms to develop products or to garner advice; in this situation, often the 
principals of the firm providing the advice and the SB members of the IFI 
happen to be one and the same. ‘Payments of fee conflict’ arises as the 
supervisors are paid like other employees by the supervised (IFIs). Banks 
and financial institutions are ill-suited, by default, to monitoring their own 
activities because the commercial concerns in the overwhelming majority 
of institutions in Islamic finance “industry” far outweigh the genuine 
commitment to Islamic values and precepts. There is a common 
perception that the issue of conflict of interest stems from the fact that 
Shari‘ah advisors are at pay-roll of the banks they are required to 
supervise and are offered heavy fees, perks and fringe benefits. Besides 
independence of the SSCs, the other major issue is that of multiple board 
memberships of the scholars. The overreliance on some “name-brand 
scholars” creates many problems of biased opinions and conflicts of 
interest and a number of governance issues. 


The question might be valid as to why Shari‘ah scholars are paid so 
hefty amounts (Sophie McBain, 2012). There are instances that banks, if 
not provided sufficient freedom in products application, do not accept 
even free advisory services. Umar Oseni and Abu Umar Faruq (2013) 





2 Siddiqui Rushdi (May, 2010); A Sharia scholar’s place on the board; Gulfnews.com; 
http://gulfnews.com/business/features/a-sharia-scholar-s-place-on-the-board- 1.625445 
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observed in their paper on ‘fatwa shopping’, “Once IFIs are given the free 
hand to embark on unrestricted voyage, which may involve navigating in 
uncharted waters, there is always the tendency that they will end up in 
murky waters, which may spell doom to the entire Islamic finance 
industry’. A Durban-based senior Shart‘ah scholar, Ebrahim Desai 
observed in an interview in 2012 that he and his colleagues had been 
providing their services to South Africa’s First National Bank (FNB) at no 
cost. They rejected several offers to be on FNB’s payroll because, as in 
their own words, “We were not dictated by money but dictated by 
principle.” He also observed that a neutral and balanced board, freed of 
subjection to bank managements, would be able to play more strategic and 
powerful roles in governance.* 


In case a member of the BoD of a bank were to be requested to 
provide any paid professional advice or services to the bank, normally a 
‘Conflict of Interest Declaration’ has to be made. No similar requirement 
is there for the members of the SB or SSC. Information regarding huge 
payments of salaries and perks to the Shari‘ah advisors* are common and 
the term ‘fatwa shopping’ is being increasingly used by some 
stakeholders. Time commitment of Shari’ah scholars who sit on many 
boards, standard-setting bodies and often at the same time run their own 
advisory businesses is also a major cause of the conflict of concern. Samy 
(2012) in study on the conflicts of interest inside the Shari'a supervisory 
boards of IFIs in GCC countries found that there was conflict of interest 
with respect to time that called for limiting the board memberships. There 
could be a big question here whether it is possible to do justice with more 
than a few board positions? All this could have grave repercussions on the 
industry unless effective measures are initiated forthwith. It is evident 
from the above that well prepared standards of disclosure for payments 
received and services rendered, etc in Shariah advisory are required at 
national and global levels. 


Shari‘ah compliance related issues pertain to non-compliant products, 
processes and the documentation defects. It makes the case for intensive 





3 http://www.alarabiya.net/articles/2012/09/14/237943. html 





* According to Rodney Wilson, the most in-demand shari‘ah scholars are paid $2,000 a 
day. Reuters has quoted an unnamed banker as saying that some scholars charge around 
$1,000-$1,500 per hour of consultation — in addition to an annual bonus of between 
$10,000 and $20,000 per board seat. According to Unal, “remuneration for a fixed 
shart“ah board membership can exceed $200,000 a year plus fees, while advising on a 
large transaction such as a sukuk (Islamic bond) can generate commission running into 
millions of dollars” (McBain Sophie, 2012). 


106 Journal of Islamic Business and Management Vol.3 No.2, 2013 





supervision by the regulators (at national levels) and the standards setting 
bodies (at the global level). More importantly, the regulators have to work 
for independence and competency of the Shart‘ah scholars considering it 
backbone of Islamic banking and finance. The Cadbury Report (1992) on 
conflicts of interest in corporate businesses explains the notion of 
independence: “This means that apart from their directors’ fees and 
shareholdings, they should be independent of management and free from 
any business or other relationships which could materially interfere with 
the exercise of their independent judgment.” 


For independence of SSCs, generally the following aspects are crucial: 


a) The appointment and removal of the SSC members and _ the 
determination of their compensation should be done by a public 
body, preferably the regulators; 


b) The authentication of the banking business processes should be 
done by any central Shari’ah authority in the given jurisdiction; 


c) The SSC members should not hold the positions of an executive 
director or an employee of the IFI or any other posts that may 
result in a conflict of interest. 


2.4 = Issuing fatawa for vanilla products and allegation of 
‘fatwa shopping' 


Certification of structured vanilla products in Islamic finance may have 
built-in risk of Shari‘ah non-compliance requiring the case to case minute 
review of each and every product or its process and documentation. One 
can make a small change in a vanilla structure and then require 
certification from its SSC or shari‘ah advisor on the basis of approval 
already given. A scholar who is at the payroll of a bank cannot refuse to 
certify a product / contract that has been allowed by any of the renowned 
scholars, even if he himself has time to thoroughly examine and finds 
some issues from shari‘ah perspective; it seems that the term ‘fatwa 
shopping’ has been coined to refer to such cases. A very senior and 
renowned scholar in Islamic economics and finance told this author with 
the condition of anonymity that one smart guy who had experience of 
financial engineering in conventional finance earned millions of dollars by 
getting rulings for vanilla products and then selling the same onward. Such 
guys develop intimacy with scholars of repute, get their confidence, pay 
hefty sums one way or the other and get endorsement thereby developing 
products for many others with some tinkering techniques. Umar Oseni 
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and Abu Umar Farug Ahmad (2013) quoted following definition of ‘fatwa 
shopping’ from Malik, & W. Mustafa, (2011): “Fatwa shopping refers to 
seeking opinion and rulings by Islamic Scholars on matters where there is 
ambiguity that a certain product or banking activity is in line with Shart‘ah 
or not. Fatwa resolves controversies and addresses key challenges faced 
by Islamic Financial Industry”. They examined the implications of ‘fatwa 
shopping’ and the legal restrictions on such shopping in some 
jurisdictions. However, they found that instances of ‘fatwa shopping’ are 
common in cross-border Islamic finance transactions such as global sukuk 
transactions where independent Shari‘ah experts are consulted. As a 
preliminary review of its implications, the paper focused on the 
consequential problems, current perceptions and prospects of such an 
awkward practice, which is sometimes likened to forum shopping in 
private international law. The paper has discussed the following 
dimensions of ‘fatwa shopping’: 


a) Proactive search for a Shart‘ah scholar who will give a favorable 
response and sign off on the proposal for an Islamic finance 
product; 


b) Online search and adoption of a relevant fatwa issued by any 
renowned scholars; 


c) Adopting the previous fatawa issued by a scholar who previously 
sat on the Shart‘ah board of any IFIs; 


d) The overbearing influence of bank managers on the Shart‘ah 
Supervisory Boards; 


e) The appointment of favorable Shari‘ah scholars to sit on the 
Shari‘ah Supervisory Board of an IFI so that all the proposals for 
Shari‘ah endorsement will pass through. 


The paper cautions that apart from shopping for ‘favourable’ fatwa to 
sign off on certain new Islamic finance products, another dimension to the 
discourse is shopping for scholars who are known to be favourably 
disposed to certain forms of transactions. 


2.5 Integrity of the system 


Integrity is the back-bone of the value based Islamic financial system. A 
negative publicity due to failure in governance or non-compliance to 
Shari‘ah rules could have an impact upon Islamic banks' market position, 
profitability and liquidity. Another term coined and used in some circles to 
compare the role of Shariah scholars is of ‘rock star’. A member of the 
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Shart‘ah standards committee of the AAOIFI observed in this regard: "But 
unlike a rock star who can entertain thousands of people at once, a 
Shari‘ah scholar's role should be viewed more like a doctor's -- it is 
natural to ask how many surgeries a doctor can perform in one day. It is a 
question of capacity".> Hence taking care of the reputational risk due to 
non-shart‘ah compliance is necessary for sustainability of Islamic banking. 
Approaching the prestigious scholars to get certification against handsome 
fees and retainers could be suicidal for the value based industry of Islamic 
finance. It has left the system vulnerable to allegation that Shari‘ah 
scholars are being paid by the institutions which they are supposed to be 
supervising impartially. This is why, scholars in general and even some 
who themselves are involved in Shari‘ah advisory, are calling for a new 
healthy framework of Shari‘ah governance for the betterment of Islamic 
finance movement. A cautious approach necessitates urgent work on three 
fronts: 


i) Reforming the advisory structure; 
ii) Education and training of the Shariah scholars; and 
ili) Providing a strong regulatory cover for the above. 


While the first is necessary to remove the charges of conflict of interest, 
the second would lessen the probability of mistaken decisions by 
enhancing their expertise. This can only be by introducing a stringent 
Shart‘ah compliance framework by the regulators. 


2.6 Shart‘ah Compliance - The need to issue shari‘ah specific 
Prudential Regulations 


The aforementioned discussion may imply that the regulatory authorities 
and the infrastructural institutions like IRTI/IDB, AAOIFI and IFSB need 
to focus on introducing and strengthening the shari‘ah compliance 
framework for the industry. And there has to be uniformity in this regard. 
It could be feasible now when Malaysia is entering into the new phase of 
reforming the system to ensure Shart‘ah compliance. The Islamic 
Financial Services Act (IFSA, March 2013) statutorily enforces the 
management of shart‘ah non- compliance risk and requires IFIs to ensure 
that their aim, operation, business, affairs and activities are shart‘ah 


> Muddassir Siddiqui (Reuters, “Rock star” Shariah scholars present legal risks for 
Islamic finance, March 1, 2012) 
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compliant at all times®. The IFSA, 2013 requires that any failure to abide 
by the new statutory requirement has to be immediately notified to the 
regulator and the shart‘ah committee of the financial institution”. IFIs will 
be required to immediately cease continuing with the business or activity, 
which is the cause of the non-compliance, and submit a plan for the 
rectification of the non-compliance to the regulator within 30 days. It 
gives power to the BNM to specify standards, inter alia, on Shari‘ah 
governance, prudential matters, corporate governance, transparency 
requirements, auditing, business conduct and investigations. The Act also 
empowers the regulator to specify the duties and functions of the shari‘ah 
committee and its members from time to time. The standards issued by the 
regulator shall be obligatory and binding upon any bank, its directors, 
chief executive officer, senior officers and shari‘ah committee members. 
Violation of and failure to comply with IFSA is punishable with up to 8 
year imprisonment and fine of not more than RM25 million’. BNM is 
empowered under the Act to evaluate the implementation of the 
rectification efforts, under pain of annulment and donation of profit from 
the non-complying transaction. State Bank of Pakistan has also taken a 
bold step recently to introduce a comprehensive profit distribution and 
pool management framework in order to improve transparency and bring 
standardization in the IBIs’ practices while taking care for stability of the 
system. But it is one part of the whole system and some macro level steps 
both on deposits and assets /financing sides are needed to ensure shari‘ah 
compliance of the practices of IFIs at national and global levels. The main 
issue 1s standardization of the contracts and the modes at the national and 
global levels for which global level initiative for enforcement of the 
Standards will be necessary under the banner of apex institutions like 
Jeddah based Fiqh Academy and / or Bahrain based AAOIF. Shariah 
advisors or the SSCs of the banks should not be free to make their own 
interpretation in conflict with the consensus interpretation by the above 
listed standard setting institutions. 


With regard to the Shari‘ah compliance framework as a whole, many 
aspects like education, training, competency, integrity, independence, and 


® BNM, Islamic Financial Services Act, 2012, pdf. 

q [28. (1) An institution shall at all times ensure that its aims and operations, business, 
affairs and activities are in compliance with Shariah. Detailed requirement are given in 
sub section (5). “Any person who contravenes subsection (1) or (3) commits an offence 
and shall, on conviction, be liable to imprisonment for a term not exceeding eight years 
or to a fine not exceeding twenty-five million ringgit or to both.” [Clause 28 (5)]. 
http://www.bnm.gov.my/documents/act/en_ifsa.pdf ] 
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of course remuneration of the scholars have to be taken care of to ensure 
effectiveness. Specific instructions on all these aspects are needed to be 
implemented to avoid the conflict of interest and to ensure competence of 
Shart‘ah advisors and members of SSCs. Presently, all depends upon the 
IFI’s own integrity; in other words, the moral conscience of its top 
managers. And unfortunately, this is not something we can rely on, at least 
not across the board. Generally, the required qualifications and experience 
are lop-sided towards Shari’ah-related knowledge to the detriment of other 
necessary skills in finance and accounting. 


Oseni and Faruq Ahmad (2013) suggest that a centralized Shart‘ah 
governance framework could be useful in restricting the ‘fatwa shopping’ 
instances. Such frame work may take care of the oversight, accountability 
and independence of the SSCs, confidentiality and consistency in the 
functions of SSCs and R&D functions. However, legal restrictions to 
eliminate instances of fatwa shopping can be introduced only through 
proper regulations to introduce a centralized and transparent governance 
framework for every jurisdiction across the world. It suggests the need for 
issuing Prudential Regulations (PRs) on all areas of Shari‘ah compliance 
framework with strict implementation process. 


Section 3: Fundamental Issues 


3.1 Diversity in Figh Opinion - Blessing or a Constraining 
Element 


The diversity of opinion among various schools of thought in Islamic 
jurisprudence is considered a blessing on account of the flexibility that it 
provides for innovation of structures financial products. But it has created new 
challenges as well. The biggest challenge is maintaining credibility: “While the 
flexibility in figh opinion is presently contributing to global growth, it may soon 
become a constraining factor in the global growth of the industry if the 
challenges arising out of the use of diversity and flexibility in figh are not 
properly recognized and regulated”, says Dr M. Fahim Khan (2007). A formal 
institutional arrangement for a regulated use of diversity in Shari‘ah opinions is 
still a missing link. Fahim Khan adds, “Such an institutional arrangement is 
needed not only to prepare the industry to play a bigger role in the development 
of global economy but also to ensure the adherence to the very specific element 
that makes the industry an “Islamic” industry””. 


Issues pertaining to the investment tools like ‘Islamic derivatives’, ‘Islamic 
swaps’ ‘commodity murabdha’, sukuk murabaha, bai‘ al dayn, and bai al ‘inah 
are highly controversial and the mainstream Islamic finance segment has not 
accepted them as Shari‘ah compliant. Concerns have been expressed even with 
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regards to sukuk that are considered permissible as a category of investment 
instruments. The conflict arises from the differences between asset-backed and 
asset-based sukuk. In true sukuk, asset-backed one, the sukuk holders have 
recourse in case of default through the transfer of the underlying assets through a 
trust. “One of the major misconceptions in the Islamic finance industry is calling 
a Sukuk an “Islamic bond.” Islamic finance does not have any structure that can 
be called a bond. Similarly, a bond as we know it is contrary to Islamic finance 
principals. ..., there is no "such thing as Islamic bond, and a Sukuk is not any 
kind of bond (Alqahtani, 2012). Goldman Sachs (GS) announced in October 
2011 its plan for a $2 billion murabaha sukuk Issue which was approved by its 
own Shari‘ah advisors, but the structure was severely criticized and the Issue 
announcement ignited a controversy in the Islamic finance community over 
whether the murabaha sukuk structure was valid and how the sukuk would be 
traded as the same represented debt. Ultimately, they had to cancel the Issue®. 
Similar is the case of banking tawarrug being resorted to heavily despite 
prohibitive ruling of the Islamic Fiqh Council and non-recognition by AAOIFI. 
The fact of the matter is that “ tawarruq is not only unacceptable under the 
shari’ah, rather it is inefficient and outright self-defeating in the future global 


financial markets’”. 


AAOIFI is reported to be developing new guidance on the relationship 
between IFIs and their shari‘ah boards, “similar to international best practices on 
terms of reference for financial institutions’ board of directors” and has outlined 
plans for a sweeping review of its guidelines given in Shari‘ah standards. The 
Secretary General of AAOIFI, called for “rigorous and meaningful 
discussions...not only among scholars but also with all participants of Islamic 
finance.” On his announcement in April 2012, Reuters expressed the view that 
Islamic finance might face its biggest shake-up in years as AAOIFI seeks to 
reform the way the industry does business, including the role of highly paid 
scholars in enforcing Shari‘ah principles. But it could be very cumbersome 
challenging the entrenched interests of the global financial groups in the fast- 
growing business!®. However, if the reform measures are initiated with proper 
planning and commitment, many people would support the change as a way of 
ensuring growth and bringing Islamic finance closer to its principles. 


3.2. Concerns on the system as being applied 


Almost all groups among the stakeholders have been showing concerns on the 
way Islamic finance is being applied. This includes the standards setters like 
Islamic Fiqh Council and AAOIFI, the pioneers who did a lot of hard work for 





Shttp://www.reuters.com/article/2013/01/29/islamic-finance-dar- 
idUSLS5NOA YD5C20130129 
° Lorax http://ifresource.com/shariah-specialists-in-islamic-finance/ August 26, 2009 


‘Oh ttp://blogs.reuters.com/faithworld/ 2012/04/30/highly-paid-Shariah-boards-could-face-shake-up-in- 
islamicfinance-review/ (April 30, 2012) 
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designing the super structure of Islamic finance in modern age, researchers, 
economists and academicians, investors and business community and particularly 
those who may doubt about the prohibition of interest. The critiques on Islamic 
banking have been making this the basis for their antagonism to the whole idea of 
Islamic banking. While criticizing Islamic finance in vogue and particularly the 
so-called ‘power alliance of wealth and Shari‘ah scholarship’ some researchers 
tend to create doubts about prohibition of interest (Kahf, 2004; Farooq, 2009). 
Many products have been discussed in the courts in a number of countries like 
Malaysia, Kuwait and elsewhere that the contracts were not valid because they 
were not Shari’ah-compliant in the first place''. There are serious issues in the 
deposit management procedure of Islamic banks and Mudaraba rules are violated 
to give higher / fixed return to the ‘priority depositors’. A survey of customers’ 
attitudes to Shari‘ah boards, conducted a few years back by a Gulf financial firm, 
found widespread dissatisfaction which was expressed in some cases with 
expletives'*. Dr. Nejatullah Siddiqi observed in a paper, “This leads us to the 
need for a redefinition of the term ‘Shari‘ah compliant’. It should not be confined 
to analogical reasoning and matching new with old, approved contracts. 
Considerations of maslaha and magqasid al shari‘ah should be an essential part 
of the comprehensive definition. Shari‘ah advisors educated in traditional 
Islamic sciences only can hardly do so as it requires a grasp of economic 
analysis. ....... A strong involvement of trained economists and social scientists is 


necessary.”'? 


3.3 The issue of marketing Islamic finance to non-Muslims 


Some quarters plead for maslaha based standards providing alternatives to all 
products that conventional financial institutions may offer with the objective to 
attract non-Muslim clientele to Islamic banking. This approach is hardly 
sustainable. A number of empirical studies have found that the main concern for 
the non-Muslims is the provision of a fast and efficient service and the bank’s 
reputation and confidentiality. With regard to Saudi Arabian market, where Al- 
Rajhi Bank has been maintaining a good record of efficient and Shari‘ah 
compliant services, the study by Hidayat & Al-Bawardi (2012) found, “Though 
majority of the respondents are convinced of the social benefits that can accrue 
from the interest-free Islamic banking principles, they are however not the 
primary reasons for their utilization of Islamic banking services in Saudi Arabia”. 
In case of lack of confidence on financial health or inefficient services, the case 


"| http://uk.reuters.com/article/2012/04/29/uk-islamic-finance-regulation- 
idUKBRE83S04020120429 

" http://uk.reuters.com/article/2012/04/29/uk-islamic-finance-regulation- 
idUKBRE83S04020120429 

'3 Siddigi, M. Nejatullah; ( 2006); P. 17. Also see: i) ‘4 Crisis of Credibility’; Islamic 
Banker, April, 1999; ii) Islamic Banking — A $300 Billion Deception, by Dr. Muhammad 
Saleem; January 2006. 
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could be otherwise. Haron et al. (1994) found that the most of the Muslim bank 
customers in Malaysia selected banks based mainly on non-religious criteria such 
as: (1) provision of fast and efficient services; (2) speed of the banking 
transaction; and (3) the reputation and image of the bank. A study conducted in 
2002 found that Islamic banking products were not very popular among 
Malaysian corporate customers and only a few maintained a banking relationship 
under the Islamic banking system. The issue is: can the so called Islamic banks 
compete with the conventional banks in terms of business particularly at the 
global level while they still hold assets less than 1 per cent of the global financial 
assets? Certainly not in the long run! Further, mere doing business for higher 
profits at whatever cost was not the purpose of introducing Islamic banking and 
finance. 


Keeping in view the fact that conventional finance has put the human 
societies in a lot of troubles, the policy makers and practitioners in Islamic 
finance must have the commitment to develop the emerging system on its true 
foundations. Only then it could be sustainable. “Jslamic finance could be a 
fruitful, thoughtful and even moral alternative to Western banking, if it can 
overcome its scholar problem, says Sophie McBain (2012). For attracting the 
non-Muslims the correct strategy and the description should be that finance has a 
purpose which is productive for society as a whole and ethical (allocating capital 
to productive enterprises and maintain good moral values) and Islamic finance 
should really mean that. 


3.4 The role of value system and accountability 


In the light of the above, heavy responsibility lies on the shoulders of the 
Shari‘ah scholars rendering advisory and certification services to IFIs not 
only for the cause of Islamic finance, but also for their own credibility. It 
may necessarily be considered as a divine duty, as the verses of the Holy 
Quran require standing out firmly for fair dealing “even though it be 
against yourselves or parents or (your) kindred, whether (the case be of) a 
rich man or a poor man” Al-Ma’idah (V: 8). Shart‘ah scholars are the 
most respectful stakeholders and they must be vigilant how the smart guys 
of the financial world deal with them and get endorsement of their 
operations based on innovative ideas. It should not be the case of 
complacency verses smartness as the former on the part of the Shari‘ah 
scholars could cause irreparable loss to the integrity of the system. One 
Shari‘ah scholar hinted at a very interesting point in a meeting that in case 
of review and examination of any structured product, we must ask the 
financial engineers to tell in detail what they have tried to hide while 
presenting any product for approval. 
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Section 4: The Challenge: The Shari‘ah Advisory and 
Governance System 


4.1 A Brief on current shari‘ah governance models 


Shari‘ah boards or committees exist almost in all Islamic countries and 
even in some Muslim minority jurisdictions. Following are some models 
in various parts of the world. 


4.1.1 Centralized Shari‘ah governance model 


As indicated by Dusuki (2011), under this model IFIs are regulated on a 
central level and are bound to follow all the rules and regulations laid 
down centrally. Generally, it is the country’s central bank that issues 
guidelines and controls the IFIs; a central Shari’ah committee within the 
central bank is responsible for issuing rulings for shari’ah advisory 
services, full and periodic compliance reviews and also the appointment of 
shari’ah committees of individual IFIs. This model is being followed 
mainly in Malaysia, Brunei, Indonesia, Iran and Sudan. Malaysia is a good 
example in this regard where Shari‘ah related regulations are being 
transformed intensively by the BNM with the help of its central Shari’ah 
Advisory Council (SAC). SAC at BNM is a sole authoritative body on 
matters pertaining to sharT‘ah. In addition to SAC at the BNM level, there 
are Shart‘ah councils at Securities Commission of Malaysia and a Shart‘ah 
Committee at Bursa Malaysia. There is also a National Fatwa Council to 
give rulings on various issues. SAC is also the reference point for courts 
and arbitration; its rulings are binding and in case of any difference of 
opinion, the court, if needed, has to refer the issue to SAC. Shart‘ah 
committees in IFIs provide check & balance to ensure shart‘ah 
compliance, advise IFIs on shari‘ah matters; endorse shart‘ah compliance 
manuals and product documentations and assist in internal audit of IFIs for 
Shari‘ah compliance. In Sudan, there is a Higher Shari‘ah Control 
Commission at the central level which is an independent part time body to 
ensure Shart‘ah compliance of banks and financial institutions. Shari‘ah 
edicts, passed by the Commission, in any dispute, relating to banking 
activity, are binding unless others contest the same, before the courts. 


4.1.2 Self-discipline model - Liberal policy 


Most of the GCC countries, new entrants and non-Islamic jurisdictions, 
like Saudi Arabia, Kuwait, Qatar, Jordan, UK, Germany, France, Turkey, 
Japan, Thailand; Hong Kong, Singapore have liberal Shari‘ah governance 
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system meaning that IFIs have to ensure Shart‘ah compliance by 
themselves. There, Shari‘ah compliance is at best a reputational issue. In 
the UK, for example, although several Islamic banking licenses have been 
issued for IFIs, the regulation is silent on the overall Shari’ah governance 
framework. The regulators will only react and intervene if there is a 
significant Shari’ah compliance related issue involved which may affect 
the industry (1.e., reactive approach). (Ainley, 2007) 


4.1.3 Hybrid shari‘ah governance structure 


In some jurisdictions the regulator issues the instructions and guidelines 
for Shari’ah compliance, and Shari’ah advisors in IFIs are bound to 
observe proper and fit Shari’ah compliance criteria. This model is 
followed in Pakistan and UAE. All IFIs within Dubai International 
Finance Centre (DIFC) are expected to adhere to AAOIFI guidelines and 
they are free to appoint their Shari‘ah Advisors and/or supervisory 
committees and are responsible for Shart‘ah compliance. The central bank 
governor of UAE hinted at quite recently that they are planning to develop 
an independent authority which will supervise the country's Islamic 
finance industry, backed by specific legislation'*. In Pakistan, a flexible, 
multi layered Shari‘ah compliance mechanism has been adopted. There is 
a central Shart‘ah Board in the central bank, but it is not supposed to give 
fatwa for Islamic banks. Islamic banking institutions have at least one 
Shart‘ah Advisor (SA), not necessarily Shart‘ah Board; but some banks 
have Shari‘ah boards or Committees as well. Instructions and guidelines 
for shari‘ah compliance in IFIs are issued by SBP and the SA of each 
Islamic Banking Institution (IBD) is responsible to ensure compliance and 
to report to the central bank in this regard. SA in one institution cannot act 
as advisor in any other financial institution to avoid ‘conflict of interest’. 
However, SAs are free to make their own interpretation, and this is why, 
for example, while majority of the Shariah scholars do not approve Salam 
in currencies or sale of bills of exchange or ‘Notes’, some are resorting to 
bills discounting one way or the other. A unique feature of Shari‘ah 
compliance framework in Pakistan is provision for Shari‘ah compliance 
inspection by the central bank in addition to the CAMELS based 
inspection for risk management. Its inspection manual covers a review of 
the Islamic financial arrangements, general banking services and 


14 
Reuters 5 http://www.reuters.com/article/2013/10/30/islamic-finance-emirates- 





idUSLSNOIK3Y Y20131030?goback=.gde_661077_member_5802703802154901508#! Oct 30, 2013 
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operations, financial statements and accounting records of the Islamic 
banks to see whether all processes/operations are in accordance with 
injunctions of Shart“ah, both in their substance and form. But the lack of 
any standardized approach of Shariah interpretation has exposed IBIs’ 
business to explicit or implicit non-Shariah compliance. Recently, 
Shari‘ah Advisor of Islamic banking division of a big conventional bank 
in Pakistan was sacked simply because he did not allow the sale of bills at 
agreed discounted price while some others are legalizing discounting by 
way of Salam in currencies. It’s pertinent to note that Mufti M. Taqi 
Usmani who does not allow bills discounting is also inclined to legalize 
this hilah on the condition that only market value is used on both ends of 
the transaction. In that case, a question arises as to how it is salam? But 
once we ignore the rules applicable to Bai‘al sarf and ‘Illah of 
Thamaniah'’ and apply for Salam transaction illogically, then someone 
else will apply even the agreed discounted value instead of market value 
which according to Mufti Usmani is not valid. It urgently requires any 
standardized approach approved by the Shariah board of the central bank. 


Specific models are operative in other countries. In Bahrain, the Central 
Bank of Bahrain (CBB) was first to make AAOIFI’s standards mandatory for all 
IFIs in Bahrain. Three Shari‘ah committees and a number of individual Shari‘ah 
scholars provide Shart‘ah advisory services to the IFIs in Bahrain. National 
Shari‘ah Board of CBB serves and verifies Shari‘ah compliance of its own 
products only. In Saudi Arabia, the Shari’ah governance system as practiced by 
IFIs is a self-initiative rather than regulatory requirement or regulator’s direction 
(i.e., passive approach) (Al-Sayari, 2004). Saudi Arabian Monetary Agency has 
yet to issue specific legislation pertaining to Islamic finance and guidelines on 
the Shari’ah governance matters. There is no national Shari’ah advisory board or 
any institution to be the sole authoritative body to oversee the Shari‘ah 
compliance matters. Singapore is an interesting test case where there is a single 
framework for conventional and Islamic financial institutions as, according to 
them, Islamic banks are facing the same risk as their counter parts. Islamic banks 
have to take into account Shari‘ah compliance matters as part of their overall risk 
management process. They can offer investment accounts to depositors but 
should not be marketing them as “deposits”. They are also allowed to offer 
murabaha based deposits (banking tawarruq) to account holders. Murabaha is 


15 is Sale / exchange of gold, silver or other monetary units or currencies on 
both sides. is the cause of prohibition or the basis for applying analogy for 
determining permissibility or otherwise of any act or transaction; while thamaniah is one 
such cause being monetary unit or medium of exchange. 
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used also for interbank placements or liquidity management and as a hedging 
instrument. Sukuk are considered similar to conventional bonds. 


It is evident from the above that there are problems not only in jurisdictions 
that follow the laissez-fair model, but also formally monitored jurisdictions 
because of lack of proper implementation, regulation and, most importantly, any 
standardized products. 


Section 5: Resolving the Issues - Facing the Challenge 


In the light of aforesaid discussion we may get the crux of the matter that as 
the integrity challenge is very demanding, we may need equally demanding 
measure to be taken with firm commitment involving all stakeholders according 
to their stake and positions. These measures may pertain to laying down a 
comprehensive regulatory framework for Shari‘ah compliance with regard to all 
areas in which Shariah scholars could be involved covering standardization of 
Islamic finance products, legal, disclosure and transparency, shari‘ah review and 
audit including regulatory inspection and external audit, HR development, 
dispute resolution, competency and capacity building, and adoption / adaptation 
of AAOIFI’s Shari‘ah standards. It implies that the onus of reform measures lies 
on the regulatory authorities at the national levels and on the Islamic 
infrastructural bodies at the global level. 


5.1 Legal Framework 


The BNM’s Islamic Financial Services Act (IFSA, 2013) as we discussed 
in section 2.6, could be a basis for laying down the legal framework at 
national levels. However, some missing or unclear aspects need to be 
taken care of like phasing out the grey area products, standardization of 
the basic contracts, laying down the implementation process, providing for 
inspection by regulators, external auditors’ role, ensuring capacity 
building of the SSC members, internal auditors and the bank’s personnel 
in general and the most importantly, accounting and financial reporting 
fulfilling the Shart‘ah requirements. Punitive / disciplinary measures are 
needed along with clear methodology of identifying the person(s) 
responsible for any wrongdoing. BNM has suggested strict punishments 
(IFSA, 2013), but the way of identifying the culprit is vague and has to be 
clarified. At the global level such framework has to be provided by the 
AAOIFI and the IFSB in cooperation with IRTI / IDB making it 
mandatory for valid licence for operations at the global level. These 
institutions are surely in better position to discuss and resolve the issues 
with the regulatory authorities in conventional financial hubs and non- 
Muslim countries. IDB Group has to play a leading role and adopt an 
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integrated approach for monitoring and better coordination of 
implementation by the Member State. 


5.2 Controlling the Conflict of Interests 


In the prudential framework to be introduced as suggested above, the 
foremost requirement with regard to Shart‘ah governance is removing the 
conflict of interests both at banks’ management and the Shariah advisory 
levels. In the literature on Islamic finance, the issue of conflict of interests 
with regard to management is generally ignored focusing mainly on the 
Shariah advisory system. Focusing on ‘Current Account’ (that represent a 
loan to the bank and return on investment of such deposits goes to the 
banks’ shareholders) by Islamic banks highlights the serious conflict of 
interest yielding more and more profit to the shareholders with 
commensurate benefit to banks managers. Branch managers are given the 
targets that deposit based should increase by the end of the year to Rs. 
(500) million, out of which (80) % should be current account balances. All 
pay enhancements and promotions of the staff are linked to the fulfillment 
of given targets. It harms the cause of Islamic banking as it implicitly 
conveys a message to the public that Islamic bankers themselves may not 
be confident with regard to Islamicity as they still persuade for current 
accounts. Promotions, perks, bonuses, etc are among the major causes of 
conflict of interest with regard to banks management. A case of deception 
by an Islamic bank in Pakistan is an eye-opener. An Islamic bank reported 
Rs. 416 million fake profits without any actual business transactions. 
According to the news report, “this kind of practice to artificially increase 
profits is adopted to enable the top officials of banks to benefit from 
higher bonuses and other perks. Despite financial crisis, top bankers on 
Wall Street did not forget to draw millions of dollars as bonuses and 
perks. The situation in most of the country is not different from the Wall 
Street, but the case of Burj Bank is first in Islamic banking in Pakistan"®. 
Sharply rising salaries and perks of the top executives of banks and other 
corporate entities with falling real return to the depositors and widening 
the wage differentials of various categories of employees also refers to 
increasing conflicts of interests'’. However, as the study in hand pertains 





‘The daily Dawn, Karachi; http://dawn.com/2013/03/09/burj-bank-makes-rs416m- 
artificial-transactions/?goback=.gde_1781384 member_221718039 

'7 The CEO-to-worker pay ratio has been estimated at $20 to $75,000 
(http://dawn.com/news/1053909/corp-executives-gather-fortune-regulators-look- 


sideways. 
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to Shariah advisory framework, we shall focus on the conflicts of interest 
in the Shariah governance and compliance framework. In this regard, 
following measures are recommended for resolving the issue of conflict of 
interests: 


5.2.1 Shari‘ah Scholars must not be at payrolls of the banks 


Structural changes are required to the effect that Shart‘ah scholars are 
neither at the payroll of the IFIs that they are supposed to monitor, nor are 
paid directly by them. It is relatively easy to be implemented by the 
regulators and specifically necessary for Islamic banks operating at 
national levels. The central banks/regulators in Islamic countries may 
maintain a panel of Shart‘ah scholars, out of which the scholars may be 
deputed on rotation basis by the central Shart‘ah committees in the central 
banks to approve the products and oversee the compliance process in 
various IFIs. Their honorarium may be paid from contributions by the IFIs 
keeping in view their outreach and level of business in the market. BNM 
and SBP can take lead in this regard which currently are in the process of 
amending the framework for Islamic finance. The Shart‘ah Advisory 
Council may suggest to the BNM to introduce drastic reforms in the new 
system. In other jurisdictions, particularly Islamic finance hubs including 
England, USA, Singapore, Canada and Australia, Shart‘ah advisory firms 
and Islamic banking and training institutes of repute may host such panels 
of Sharit‘ah scholars. In such cases, advisory firms like Ernst & Young, 
Zawya, or institutions hosting the panels could charge fee from the IFIs 
availing the services and pay remuneration to the scholars. It would also 
serve the purpose of accreditation of the Shart‘ah scholars. Quite recently, 
some well-known Shariah scholars have announced to launch a self- 
regulating professional association that will develop training and 
professional conduct standards for Shariah advisors of Islamic finance!*. It 
is a welcome move, Terms of Reference of any such entity has to be 
broadened to serve as an international body to prepare and implent ‘code 
of conduct’ and ‘fit & proper’ criteria for value based Shariah advisory 
and compliance structure for Islamic finance. 


Training and accreditation is required in all hubs of Islamic banking 
and finance namely Bahrain, Malaysia, UAE, Saudi Arabia, Pakistan and 
England. Central banks and central Shari‘ah councils have to play guiding 
role in designing and implementing such programs through standard 





18 
Reuters, Oct 30, 2014; http://www.reuters.com/article/2013/10/30/islamic-finance- 
idUSLSNOIK3GG20131030?goback=.gde_3666421_member_5801564002744025089#! 
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setting bodies like AAOIFI and IFSB, R&D and training institutions like 
Islamic Research & Training Institute (RTI) of IDB, associations of 
Shari‘ah scholars, Shari‘ah advisory/audit firms and universities that are 
already running intensive education programs in the areas of Islamic 
business and finance. Stringent rules on accreditation, listing and delisting 
of scholars based on firm knowledge and track record of professional 
performance would certainly be helpful in enhancing the comfort level of 
the public and avoiding the problems related to conflict of interests. 


5.2.2 Limiting the Multiple Memberships 


AAOIFI has recommended the following for effectiveness of Shari‘ah Supervisory 
Committee/Board: 


i) SSC members should not be employed by the same IFI; 

ii) No prolonged periods of SSC membership; 

iii) Avoid personal/ family relationships; and 

iv) SSC memberships not too large to have enough time for each IFI. 


Limiting the multiple board memberships may be a step to resolve many related 
problems. Among other problems, it hinders the grooming of new generation of scholars. 
There is a gap between the senior and junior scholars which has to be filled. The 
scholars sitting on too many boards might not be able to give sufficient time to properly 
analyze and certify the products. It may lead to reputational risk and cause harm to 
sustainability of the system. Besides, fostering the rise of younger generation of Islamic 
scholars through steps such as education and training courses specially designed for 
graduates of Islamic learning institutions of repute could resolve a number of problems 
with regard to Shari‘ah certification, monitoring and review!”. At global level, any entity 
has to enforce codes of discipline with the help of structural institutions and regulators at 
national levels. The regulators at the national levels need to strictly apply the rule for not 
allowing Shari‘ah scholars to provide Shart‘ah advisory in more than one bank, or to sit 
on more than one board involved in the same business. It would also be helpful in 
reducing the fees for Shart‘ah certification of product structures and enhance in the long 
run the level of Shari‘ah compliance by dint of more time devoted for thorough 
examination of the products. 


3.3 Tougher ‘Fit & Proper Criteria’ - Enhancing 
Competency of Shari‘ah Advisors 


For certifying Shari‘ah compliance of structured products and 
transactions/sukuk Issues, scholars must not only be experts in Islamic law 
and banking, but also have a thorough knowledge of the current financial 


'° There are over 400 Shari“ah scholars worldwide but only around 15 to 20 prominent 
and experienced ones. The top 20 scholars hold 14 to 85 positions each, occupying a total 
of around 620 board positions or 55 percent of the industry, data compiled by investment 
research firm Funds @ Work show. 
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system and its practices. It also requires a fairly good level of English for 
understanding intricacies of the financial products and effective interaction 
with the financial experts developing products. Orientation and training 
programs are needed so that Shart‘ah scholars are well-versed in banking 
and finance, money and credit, financial engineering, accounting and 
financial reporting. Having provided this facility, the scholars not 
fulfilling the minimum criteria, both in Shari‘ah and finance, might be 
removed from the accredited scholars’ lists. Education in Shari‘ah 
academies and religious schools needs reorientation to cover the current 
business and finance practices. Efforts are needed at grassroots level by 
including study material on commerce, banking and Islamic finance in 
their curricula. Presently, the chapters on sale, partnership and allied 
subjects in traditional hadith and Figh books are taught at higher levels, 
but without emphasizing on the practical aspects of present day 
businesses. (Ayub, 2009) 


5.4 Standardization of Islamic Finance Products 


In order to further streamline the shart‘ah advisory framework, the 
shart‘ah compliant modes and business contracts have to be standardized 
at the two levels: At each country level - a single national level overall 
structure of the contracts with flexibility on minor aspects, and secondly at 
the global level. Standardization is required because of the socio-economic 
objectives and benefits of value based financial intermediation for the 
society at broader level. Through effective standardization, we can make 
Islamic finance efficient by cutting the extra burden of very high fees paid 
to a small group of Shart‘ah scholars for their so-called ‘innovative 
certification’. The purpose can be achieved only if AAOIFI standards are 
adopted by each country with necessary adaptation, if needed keeping in 
view the national laws but not altogether loosing the intent of the AAOIFI 
standards. Currently only a small number of countries like Bahrain, Qatar 
and Sudan have adopted AAOIFI standards wholesale; others have 
adapted a few of the Standards or use them as reference without making 
them obligatory. Hence, strengthening the global enforcement of these 
standards is also a challenge, to meet which IRTI/ IDB, IFSB, AAOIFI 
can play important role in consultation with the regulators at national 
levels. 


Adopting the AAOIFI’s Shari‘ah standards will not only fulfill the 
purpose of much needed global standardization, but also save the IF sector 
from a lot of problems the most serious of which is the difference of 
opinion among various schools of thought as the scholars from all around 
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the world have participated in the process of preparation and finalization 
of AAOJFI standards. “We have seen jurists sitting on the AAOIFI’s panel 
taking very bold and positive step, while analyzing the issues on merit, by 
accepting the view point of the school of thought other than they belong 
to, but remaining within the rules enshrined in the Qur’an and Sunnah. But 
the system needs proper implementation, monitoring and regulation, and 
here lies the key to success — implementing with proper precision, 
commitment and monitoring. Half-hearted and partial application may 
lead to the same results as of conventional system and cause bad name to 
Islamic system.” (Ayub, 2012). 


The view that Islamic finance must appeal to all sectors of society 
including non-Muslims is fine; but it should not imply that we make 
Islamic finance only a societal issue compromising the principles just to 
make the products acceptable for all. In that case, it will be suicidal. The 
convergence has to be achieved on merit applying the established business 
ethics and principles. Those who are behind money and wish ‘innovative 
rulings’ issued mostly by the enlightened minority of Shart‘ah scholars 
must understand that such controversial products have limited application. 
The principles and the philosophy have to be the first priority and money 
the subsequent. 


5.5 Establishing Associations of Shari‘ah Advisors 


Self-accountability by the Shari‘ah scholars and the Shart‘ah bodies could be a key to 
control many deficiencies. One way of doing this is that there should be an Association of 
Sharia Advisors (ASA) in each jurisdiction which may work in close liaison with the 
central bank or the regulator. ASA could take care of all matters pertaining to training, 
education, conflict of interest and standardization of products at national levels as the first 
step. (In Malaysia, such association has started functioning). ASA’s functions may be 
similar to other professional bodies such as the 'Chartered Financial Analyst’ (CFA), Bar 
Council and Medical Association that regulate the practices of its members. ASA may 
regulate the conduct and lay down the ethical code of the Shariah advisors. It should be 
the only body to accredit Sharia scholars, in liaison with the regulator, to provide 
advisory services to the IFIs in the market. Going forward, all national level ASAs may 
constitute a Global Council on Shariah Advisory (GCSA) working in close liaison with 
IRTI / IDB, which should be the only body providing Shart‘ah advisory licence to 
practice in the global market. GCSA may also like to revisit the AAOIFI’s Shariah 
standards for application across the globe. 


5.6 Protecting sanctity and ensuring effectiveness of Shart‘ah 
advisory 


Shart‘ah certification is a very sensitive job and any loopholes might result 
in pitfalls and big issues for the industry. The issues that came up on 
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Goldman Sachs’ announcement for $ 2 billion Murabaha swkiik in October 
2011 [at least three of the eight scholars quoted in Goldman’s provisional 
prospectus as endorsing the transaction said they had never even seen the 
document- (McBain, 2012)] require some well-thought-out process for 
certification of the sukuk Issues and the structured products. It implies 
that some cunning financial engineers might be getting certification with 
tricks putting the Shart‘ah scholars in dark. Another lesson to be learnt 
from this incident is that there should be any appellate authority to resolve 
the controversies. GCSA, as suggested in the previous sub-section, could 
be the apex authority for this purpose. It may also help resolve the cases 
referred to courts, at least in Islamic countries where legislation could be 
made that the views expressed formally by ASA / GCSA would be final to 
be accepted by the courts. ASAs and GCSA may also introduce SOPs or 
formal procedure for Shart‘ah certification of new structured products 
particularly those offered by the conventional mega finance groups 
operating Islamic finance windows. 


In order to fulfill their responsibilities, the Shart‘ah board members 
have to be provided with complete, adequate and timely information prior 
to all meetings and on an on-going basis. The IFIs should fully understand 
the legal and regulatory framework for issuance of Shart‘ah 
pronouncements in the jurisdiction where it operates. Each IFI should 
ensure that its Shart‘ah board strictly observes the said framework and, 
wherever possible, promotes convergence of the Shari‘ah governance 
standards. There has to be a defined process for amending or revising a 
pronouncement. Ex-ante and ex-post processes are considered as essential 
parts of good governance practices. 


Central Shari‘ah committees or the regulators may require the IFIs to 
ensure that any person mandated with overseeing the Shart‘ah Governance 
system fulfills an acceptable fit and proper criteria like good character, 
integrity, fairness and reputation, competence, diligence and capability. 
There must also be a well-defined operating procedures and lines of 
reporting and clear terms of reference regarding mandate and 
responsibility. 


5.7 Close monitoring by the SSCs and the Shart‘ah Advisors 


The personnel of Islamic banks have often been trained in conventional 
banking and are not much familiar with Islamic banking. Even the senior 
management may not be experienced or up-to-date in the latest 
applications of the Shari‘ah principles. Quite unintentionally, they may 
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fail to carry out their Shart‘ah board's resolutions. For this reason, the 
SSCs may periodically inspect bank’s transactions in detail and give 
advice as to where the procedure could be improved for compatibility with 
the Islamic principles. This would not only ensure that the bank is 
operating in accordance with Islamic law, but give the Shari‘ah board 
itself an opportunity of gaining a deeper insight into the practical problems 
that may arise. In addition, both the staff and the management may get an 
opportunity to enhance their understanding and competence. 


As IFIs have to deal in goods and tangible assets, they may suitably 
change their business structure enabling them to fulfill the requirements of 
the Shart’ah. It may so happen that a slight change in process flow may 
lead to a void contract and transfer to charity of the whole income due to 
non-Shart‘ah compliance. Therefore, all issues related to the structure of 
the transaction/product should be clarified beforehand with the Shari‘ah 
advisor/Shari‘ah board. 


5.8 Closer liaison between Islamic economists and Islamic 
finance experts 


The move for Islamic finance was initiated by the Islamic economists. But 
with passage of time not only the focus has shifted from economics as a 
whole to finance as a branch, but also a kind of separation is being felt 
between the economists and the finance practitioners the reason being 
diversity between theory and practice of Islamic banking. It can be 
observed from the participation in last few International conferences on 
Islamic Economics and Finance (ICIEFs). This trend has to be reversed 
with purposeful dialogue among the peers in the two areas. Of course, 
Islamic finance is a part of Islamic economics and the scholars / experts in 
the both areas must have strong relations and linkages. 


Section 6: Conclusion and the Way Forward 


The continuing global crises has highlighted that the value based principles of 
Islamic finance could be the only real factors to successfully transform the global 
system to make it fair, sustainable and beneficial for the human societies. Many 
feel that there is the need for a new foundation of both academic and practitioners 
finance in the Western world (Gillian Tett, 2013; Kahf, 2011; Chapra, 2011; 
Ayub, 2007). IFIs demonstrated greater resilience than conventional banks in 
2008 global crisis partly because by that time they had not adopted the 
complicated structures of conventional finance resulting in unsustainable debts. 
But lately, IFIs have started dealing in ‘FINANCIALS’ - doing the same trading 
book business - short selling, debt securitization, Forex related swaps and other 
kinds of financial derivatives. They create and inject risk at the inception of the 


Journal of Islamic Business and Management Vol.3 No.2, 2013 125 





contracts that will lead them to the same chaos as the conventional institutions 
have seen. The fact that all such activities are apparently certified by the SSCs or 
the Shari‘ah advisors is creating ‘integrity issue’ for Islamic finance as also for 
Shari‘ah scholars themselves. As Islamic finance has grown quickly, so its flaws; 
particularly lack of integrity, could anytime start destabilizing banking systems 
and economies. Hence the need for reforms in the Shari‘ah supervisory and 
advisory system is imminent. There must be a policy shift - a different paradigm, 
linking finance with the real business with ultimate objective of achieving 
magqasid al Shariah. ‘Shari’ah-compliance’ should not be only a product- 
development feature; it should be related to the Magasid as-Shari’ah and 
wellbeing of human societies. In that way, concerns of the institutions like BIS — 
BASEL will be automatically taken care of. 


Associations / panels of Shari‘ah advisors may be established at national and 
international levels facilitated by IFIs, regulators/central banks, advisory, audit 
and chartered firms and business chambers. Moving forward, effective Shart‘ah 
compliance would require fatawa convergence/standardization which is possible 
only by adoption of AAOIFI’s Shari‘ah Standards. BNM, SBP, SAMA and 
central banks of other Muslim countries have to play a bold role in this regard 
and work in collaboration with Britain’s FSA and multilateral financial 
institutions. Shari‘ah boards and scholars should be focused, with more time 
spent on each assignment and in position to offer recommendations how to 
amend the proposed structure of any product in order to make it feasible as also 
Shari‘ah compatible. Their duties and mandates should go beyond issuing a 
certificate for any product or a Sukuk Issue; they need to be responsible and 
accountable in addition to being proactive, from the concept level of contract 
development to execution till maturity. They should finalize the model 
documents and agreements for the modes of financing and ensure that IFIs follow 
them in all their transactions in letter and spirit. Whenever a situation arises 
where there are difficulties in applying any of the formats, the management 
should bring the problem to the notice of its shari‘ah board to resolve the related 
issues. Senior management of IFIs has to be responsible to take timely, necessary 
corrective actions to address the issues of non-compliance with shari‘ah rules as 
identified by auditors in internal and external reviews. All this is possible only if 
strong regulatory framework is there and is effective implemented. The divine / 
ethical rules pertaining to contracts have to be applied in their true spirit as only 
then the same could lead to sustainable growth of the system. 
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